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S P E C I A L B U L L E T I N No. 2 2

[The Committee on Administration of E n d o w m e n t authorizes the
publication of special Bulletins, of which this is one, o n the distinct
understanding that members are not to consider answers given to
questions as being official pronouncements of the Institute, but merely
the individual opinions of accountants to w h o m the questions were
referred. I t is earnestly requested that members criticise freely and
constructively the answers given i n this or any other Bulletin of this
series.]
CUSTOMERS' ACCOUNTS
In Special Bulletin No. 2 1 , the answer to the question regarding
customers' accounts on page 2 seems to imply that customers' accounts
receivable should either be uniformly confirmed b y communication
with the customers or the balance-sheet in this respect should contain
a qualification.
W e are afraid this answer may be misleading to some of the
younger accountants who are not fully familiar with the procedure
followed in practice. O n l y a little consideration of the immense volume
of accounts receivable to be verified and the confusion and delay that
would be involved i n confirming them by correspondence is sufficient to
convince an inquirer that the use of written confirmations cannot be
applied by any means universally. The fact is that this method is the
rare exception rather than the rule. The bulk of accounts receivable
are confirmed by inspection of the accounts alone, with attention given
to the composition of the balance (as to its containing new or old
charges, etc.), the age of the account, the frequency of payments, the
history of the debtor in the past as indicated b y the account, the
standing of the debtor and the volume of business done with him by
the client, coupled with inquiry from the officials or employees in
charge of credits and familiar with the status of the customers' balances,
etc. It would be a physical impossibility to confirm even a small
proportion of customers' accounts receivable by letter within the time
allotted to the completion of most audits, besides which such a course
is in the majority of cases unnecessary, provided the concern under
audit is properly managed in this direction, attends to its own credits
and collections properly, and there is no reason to suspect any padding
of the accounts. The verification of accounts receivable by letter is
commonly resorted to for the purpose of detecting the failure to
account for a l l collections on the part of an officer or employee
responsible for cash collections—that is, it is employed in cash audits
as much as for any other purpose. It is not commonly a part of a
current or routine audit, but is rather a special or extraordinary step.
W e have had i n mind in the above paragraph industrial or mercantile businesses. In the case of brokerage audits, confirmations of
customers' accounts by letter are an essential part and one of the
principal objects of the audit.
BAKERIES
Q. I note a very interesting chapter on bakery statistics i n Special
Bulletin N o . 2 0 .
I would appreciate it if you would furnish me with a little more
information relative to No. 3 and No. 9 for the reason that a client
in a similar business has had a serious problem in reference to costs,
selling and delivery expenses, etc., and the chart has brought to light
certain conditions which are not applicable to his plant. W h a t are
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the lb. loaf output and selling price per lb. loaf? Does the item horse
and wagon and auto expense contain depreciation on that class of
equipment, or does the depreciation item specifically cover all depreciation on plant equipment, delivery equipment and -office fixtures? W h a t
is the approximate locality of plants?
A . R a n t No. 3 is located in the middle south and the price per
loaf is 7½c. Plant No. 9 is located in middle Pennsylvania and the
price per loaf is 7c for the greater part of the year in question.
Horse and wagon expense does not carry any of the depreciation
on the delivery equipment. A l l of the depreciations are contained under
the heading of depreciations in the cost schedule.
DEPRECIATION—HOTELS
A . Corporation " A " owns a vacant lot oh which there is a mortgage of $80,000.00.
This corporation has $172,500.00 of full-paid capital stock. It is
proposed to borrow $800,000.00 with which to pay off the aforesaid
mortgage, and erect a hotel on the site now vacant.
Corporation " B " is to lease this hotel from Corporation " A , " and
agrees to take a thirty-year lease, paying Corporation " A " the
following:
F i r s t : A guaranteed 5% to the stockholders of C o r poration " A " on the $172,500.00 worth of stock outstanding. This amount to be
$ 8,625.00
to pay taxes and insurance on the property owned by C o r poration " A , " same estimated at
18,000.00
to pay interest on the $800,000.00 bonds the first year's i n terest being 6½, or
. . 52,000.00
to pay a 4 % tax on the above interest, said tax the first
year to be
...
2,080.00
to pay annually, as rental on hotel to be built by Corporation
" A , " for the amortization of the bonds issued by C o r poration " A , " an additional sum, the first, year to be
approximately
.
...
20,000.00
M a k i n g a total rental of
$100,705.00
paid by Corporation " B , " the operating company, to C o r poration " A , " the holding company.
This aforesaid rental will be an income of Corporation " A , " against which they will be allowed to deduct
for income purposes the tax of
,$18,000.00
the tax of
2,080.00
the interest on bonds
52,000.00
TOTALING

$ 72,080.00

Net income to Corporation " A "
. . . . . . $ 28,625.00
The hotel to be erected is a reinforced concrete, fire-proof hotel,
on which it is estimated the probable life will be thirty-five years,
making the annual depreciation approximately 3%.
The questions that arise a r e :
F i r s t : Is thirty-five years life correct for a hotel of this kind?
Second: Whether Corporation "A" has the right to write off
annually the rate of depreciation allowed, on the cost of the building
only?
A . It is probable that thirty-five years is a fair estimate of the
life of such a building as that referred to in the question, though it
must be recognized that the building may last much longer or for a
shorter period than this.
W i t h reference to depreciation, the accounting view would be that
the depreciation should be charged to the income of Corporation "A"
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before net income would be
the contrary, this would be
of Corporation " A " could be
been computed and charged

determined. There being no agreement to
the correct procedure and the net income
determined only after the depreciation had
to income.

RETIREMENT OF PREFERRED

STOCK

Q. A preferred stock issue is sold under an agreement calling for
the retirement of parts of this stock at regular intervals. Should the
debit at this time of retirement be to treasury preferred stock or to
preferred stock authorized? T h e reply might hinge on whether the
corporation would, under the law, have the right thereafter to reissue
any part of the preferred stock thus repurchased without again going
through the formality of securing the authorization of the secretary of
state for an increase in the capital stock.
A . The proposition as stated i s : " A preferred stock issue is sold
under an agreement calling for the retirement of parts of this stock at
regular intervals." There seems little doubt that this arrangement as
to the periodic retirement of the stock would be embodied in the certificate of incorporation filed with the secretary of state at the time of
obtaining authorization of the issue, and that the effect of so doing
would be to authorize the corporation to reduce its capital accordingly
from time to time. It may be, however, that i n strict compliance w i t h
the law it would be necessary, in order to c a r r y out the obvious intent
at the time of the issue of this stock, to file an amended certificate before proceeding with the actual retirement of the stock from time to
time. This feature, however, appears not to be germane to the point
at issue.
It being manifest that the intention at the time of the issue of the
stock was to actually reduce the capital periodically, it seems that the
treatment of the stock redeemed as treasury stock is out of the question.
It is difficult to imagine a situation where stock would have been sold
under such an arrangement for partial retirement from time to time
had it been contemplated that the stock thus "retired" would be subsequently reissued. In issuing preferred stock with a redemption p r o vision the interests of all the preferred stockholders and of the common
stockholders are involved. F o r the protection of the interests of the
preferred stockholders whose stock is not redeemed, and of the common stockholders, it seems manifest that a corporation would be acting
in contravention of the original agreement if it were to reissue the
stock redeemed without specific authority therefor being granted by
both the preferred and common stockholders.
In view of the foregoing, it is our opinion that the entry to be
made i n the accounts at the time of retirement of any part of the
preferred stock should be to debit the account representing the preferred stock outstanding however that account may be designated, thus
reducing the preferred capitalization.
PARTNER'S LOSS
Q. A & B owned jointly piece of land worth $14,000.00 and decided to build a house on same and they agreed to let in C in the
venture he paying into the business $7,000.00. C paid i n cash $4,000.00
and gave his note for $3,000.00. It was agreed, that all should share
equally any profit or loss.
Result of the sale is as follows:
Property sold for $10,000.00 less 5% commission
Rent received
..
Less commission — . — . . . . . —
T o t a l amount realized from sale . . . —
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—
$2,500.00
127.50

$9,500.00
2,422.50
$11,922.50

Cost of building, and money used in building:
Cash received from C
.$4,000.00
Less amount paid for truck
1,250.00
$2,750.00
Note and interest on money borrowed from Bk.....$5,090.36
Cash advanced by A & B
983.39
Total cost of building

. .$8,823.75

N O T E : A l l outstanding obligations paid except the $3,000.00 note
given by C which is outstanding and still due. D o not take into consideration the value of truck as it was considered worthless at the time
of the settlement.
Q U E R Y : W h a t was each partners' loss and what is the amount
that C owes, if any, to A & B his note payment of the $3,000 note?
Plus interest of $375.
A . The phraseology of the query is not altogether clear but i t is
assumed i n the answer given below that the reading should be " W h a t
was each partners' loss and what is the amount C owes, if any, to
A and B on his note of $3,000.00?"
The property account would appear on the books as follows:
Land ..
$14,000.00
T o t a l cost of building
8,823.75
—
$22323.75
Less net amount realized from s a l e . . . .
9,500.00
Loss
$13,323.75
F r o m the figures furnished, the profit and loss account would
reflect the following position:
Loss on property
......$13,323.75
Loss on truck purchased
.1,250.00
$14,573.75
Less:
Interest on assessed note
375.00
Rent received (net)
2,422.50
—
2,797.50
Net

loss

$11,77625

This loss under the terms of the agreement is to be shared equally
by A , B and C. A s each of the partners had originally an interest of
$7,000.00 in the business, after distributing this loss A ' s and B's capital
account would show a credit each of $3,074.58 and C's $3,074.59. O n
the debit side of the ledger, cash would show a balance of $5,848.75,
notes receivable $3,000.00 and interest accrued on notes receivable
$375.00. O f the cash on hand A would be paid $2,924.37 and B $2,924.38,
while the difference between these payments and the amounts due
A and B respectively, as above, would be made good to them by C out
of the interest accrued on his note. This would necessitate his paying
A $150.21 and B $15020. C's credit balance of $3,074.59 would be
satisfied as follows:
Cancellation of note
$3,000.00
Cancellation of balance of interest due on
note:
T o t a l interest due
.........$375.00
Less paid A and B
300.41
74.59
$3,074.59
In checking over the figures submitted to us it is noticed that after
the commission has been deducted from the rent, the net amount should
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be $2,372.50 instead of $2,422.50 as stated. Under the circumstances we
have assumed that the commission actually paid was $77.50 instead
of $127.50.
CANDY

STORE SERVING LIGHT

LUNCHEONS

Q . W e are desirous of obtaining percentage statistics covering the
operation of the popular priced retail store which serves light luncheons
in connection with a soda fountain and candy business. T h e specific
percentages desired a r e :
Gross profit to sales
Rent
"
"
Clerk hire
Light
"
"
A l l other expenses to sales
Net profit
"
"
If the business is departmentalized so that these statistics are available
by departments, so much the better.
A . Answering your communication asking for information in
respect to percentages of costs, etc., i n a candy store which also serves
light luncheons i n connection with a soda fountain, the following is a
comparative statement of a profit and loss account with percentages
for the years 1921 and 1922.
It should be pointed out that the rental charge is exceedingly heavy
and to that extent the percentages may require adjustment. Y o u w i l l
note the profits are very small, indeed, but we believe that it is chiefly
due to the rental charge. Furthermore, we are of the opinion that this
store should do a considerably larger business than they are doing,
considering the rent they are paying.
PROFIT A N D L O S S A C C O U N T W I T H PERCENTAGES OF T H E X . Y .
CANDY COMPANY

Departmental gross profits:
Candy:
Sales
Cost of sales

1922
$59,694.02
37,231.65

1923
$67,925.72
40,887.17
$22,462.37

Soda fountain:
Sales
Cost of sales

..$58,576.40
12,399.96

$27,038.55
$51,702.95
11,910.71

46,176.44
Restaurant:
Sales
Cost of sales..

$68,114.80
39,244.97

39,792.24
$67,281.80
37,477.76

28,869.83
Total gross profit
.$97,508.64
Less expenses:
Clerk hire
$32,175.85
$31,670.55
Rent
36,000.00
36,000.00
Light
1,695.32
2,025.93
Other expenses,
including depr'n. .. 23,863.45
26,464.91
93,734.62
Balance, net profit.

.

$ 3,774.02
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Z.

29,804.04
$96,634.83

96,161.39
$

473.44

Gross profits to sales:
Candy
.
Soda fountain
Restaurant
Average gross profits
all departments
Expenses to sales:
Clerk hire
Rent
Light
Other expenses,
including depr'n.

PERCENTAGES

Percent
37.63
78.88
42.39
52.32

.91

Balance, net profit

Percent
39.81
76.96
44.30
-—51.70

17.26
......19.31

16.95
19.26
1.09

..12.81

14.15
50.29

51.45

2.03

0.25

AUTOMOBILE AGENCIES
Q. I shall be very much obliged if you can procure for me from
some of the members who have handled accounting work for automobile
agencies the Information which is listed below.
Percentages of new car sales represented by the following:
Cost of new car sales
Advertising
Insurance—fire and liability
Rent
Taxes
Allowances and replacements
Gasoline, oils, greases
Heat, light, power
Interest
Maintenance of buildings and equipment
Maintenance of shop cars
Miscellaneous office supplies and expenses.
Postage
Telegraph and telephone
Office salaries
Salaries of officials
Salesmen's salaries and commissions
Superintendent and foreman's salaries
Shop expense (including wages not charged to repair
orders, used cars and new cars)
Unloading and setting up new cars
I should also like to know the average gross profit of the parts
department and the net profits after deducting wages; also, the annual
turnover in the parts department, that is, the number of times the
mean average of opening and closing inventories will divide into the
cost of sales for the year. I shall also be interested in knowing the
experience of other accountants as regards the gross profit and loss or
net profit and loss on handling used cars taken in on new sales.
A s these percentages probably vary according to the class of car
handled, it is well to mention that the figures would interest me most
if they applied to an agency handling two cars, one selling at about
$650 and the other at $1400, both prices including freight and taxes.
If percentages cannot be obtained for the particular accounts which
I have listed I shall be very interested i n having figures covering any
classification that is available.
A . In reply to your inquiry we have pleasure in furnishing herewith such information as we have been able to gather relating to accounting statistics of automobile agencies.
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Percentage (composite, based on six agencies chosen at random)
of new car sales represented by items listed below.
N e w car sales.

100.00%

Cost of new car sales
84.19
Advertising
1.046
Insurance
6788
Rent
1.532 (3 agencies)
Taxes
.
.8716
Allowances and replacements
323
"
Gasoline, oils, grease
Information not available
Heat, light, power
.3841
Interest
1.5969
Maintenance, buildings and
equipment
.1489 (2 agencies)
Maintenance, shop c a r s . .
.4638
"
Miscellaneous office supplies and
expenses
.2725
Postage
.0654 (3 agencies)
Telegraph and t e l e p h o n e . . . . . . . .
.2032
Office salaries
2.681 (5 agencies)
Salaries of officials...
4.646 (4 agencies)
Sales, salaries and commissions....
3.622 (5 agencies)
Superintendent and foremen salaries Information not available
Shop expenses (including wages not
charged to repair orders, used cars
and new c a r s ) . .
"
Unloading and setting up new c a r s . . .
"
Percentage of gross profit, parts department to sales, parts department, etc.
Parts department:
Ratio of gross profit to
sales.
28.64% (5 agencies)
Ratio of selling profit to sales
5.34
(one report only)
Rate of turnover
1.247 (one agency only)
Ratio of profit on sales of used cars to sales of such cars.
Profit, 2 agencies—average, 10.64% profit
Loss, 4 agencies—average, 2.742 loss
Composite average of these 6 1.721 profit
FLORISTS' SHOPS
Q. F o r the information of one of my clients, I should like to be
informed concerning the operation of retail florists' shops.
W h a t is the average percentage of gross profit and what are the
justifiable ratios of delivery, advertising, salaries and miscellaneous
store expenses, also what is the average per cent net profit on sales?
A . W e have your letter regarding operations of retail florists'
shops, and we are pleased to give you the following figures:
Sales
.100.00%
Cost of sales
61.54%
Gross profit
38.46%
Delivery expenses
9.49%
Advertising
2.81%
Salaries
10.44%
Miscellaneous store
expenses
18.99% 41.73%
Net loss
3.27%
However, we would point out that the above figures are based
solely upon the operations of one florist for the year ended August 31,
1915, as our files contain no other reports of such a nature.
7

SELLING EXPENSE
Q. I am auditor for a rubber tire and tube manufacturing company
in this state. They have initiated a campaign for increasing business
and going into new territory. F o r instance they propose to spend
$60,000 or more in advertising and there will be additional salaries besides traveling and other expenses for salesmen, which means in reality
a largely increased selling expense.
The directorate does not wish to charge all this expenditure up in
the year 1923, contending that it is expenditure for future sales results,
that cannot be expected to be offset this year against the expected
expenditure and have instanced that the United States. Rubber, the B.
F . Goodrich Co., the K e l l y Springfield Tire Co. and others carry large
assets under "deferred charges" or "organization expenses," costs of
financing and promoting schemes to increase sales. I have pointed out
that if it can be done it is preferable to charge these expenditures as
expenses rather than capitalize—yet i n so doing we all can see that no
surplus can be shown, therefore no dividend can be declared, which
of course all corporations are anxious to do. I have also explained that
in the case of the income tax all deferred charges must be carried to
the profit and loss account of the year as they cannot be deducted in
any future year.
W o u l d you concur that capitalizing is sound accounting and if not
why do companies carry millions of dollars as an asset under "deferred
charges?"
A . The specific question submitted appears to be whether it
would be in accordance with sound accounting practise to capitalize
expenditures for advertising and selling expenses incurred for the p u r pose of increasing sales and opening up new territory.
Expenditures of this nature should not of course be capitalized,
but there are, however, special cases i n which it may be fair and
reasonable to carry forward some proportion of selling expenses i n curred to a subsequent period in which results therefrom are expected.
These expenses should be carried as a deferred charge to operations
and not as capital expenditures.
It is not practicable to lay down any specific rule in regard to What
proportion of the expenditures i n any particular case might be properly
carried forward without full detailed knowledge of the facts, as each
case must be considered on its own merits. In every case the greatest
care is necessary to see that any amount carried forward is not only
reasonable but safe, so that the risk of carrying it at a value which
cannot be ultimately provided for out of the margin of profits to be
realized i n the contemplated operations over a reasonable period may
as far as possible be eliminated.
It might be pointed out further that your correspondent is in error
in assuming that for tax purposes all deferred charges must be carried
to the profit and loss account for the year in which incurred. Under
the income tax regulations it is permissible to carry forward expenses
which have been incurred in advance of accrual and charge them
against subsequent periods in which they accrue.
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